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OPI1 NI ON

This appeal is made pursuant to section 25666
"of the Revenue and Taxation Code fromthe action of the
Franchise Tax Board on the protest of Daniel Industries,

Inc. against proposed assessments of additional franchise
tax in the anmpunts of $1,847.32, $2,113.16, and $4,435.84

for the incone years ended Septenber 30, 1969, 1970, and
1971, respectively.
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Appeal of Daniel |ndustries, Inc.

The primary issue for determnation is whether
appel lant's whol |y owned subsidiary, Daniel Bolt Conpany,
was engaged in a unitary business with appellant and
appel l ant' s other -subsidiaries during the appeal years.

Appel lant is a Texas corporation wth its prin-
cipal office in Houston. In addition to Daniel Bolt
companv (Bolt), appellant owned 80 percent or nore of
the capital stock of four additional subsidiaries: Poole
Advertising, Inc.: Daniel Industries ggK) Ltd.; Dani el
de Mexico, S.A; and Ruth-Berry Co. pel | ant agrees
that it is engaged in a unitary business wth these four
subsi di ari es.

The principal bus'iness activity of appellant
‘and its four unitary subsidiaries is the nanufacture and
sale of devices to neter and control the flow of liquid
and gas. Appellant's product |ine includes sophisticated
el ectronic netering equiprent, orifice measurenent equip-
ment, check valves and water punps. The major markets
for appellant's products are. the petrol eum and chemical
I ndustries. Appellant has plants in Texas, California,
Mexico and England. Its sales offices are located in
maj or American and foreign cities.

As part of a diversification and expansi on
program Bolt was formed as a separate subsidiary in
1961. Bolt is engaged in the manufacture and sal e of
alloy steel stud bolts and nuts and other industrial
fasteners. The major markets for Bolt's products are
t he petrochem cal industries located chiefly in the Gulf
Coast region of the United States, Bolt's only plant is
| ocated in Houston. The plant, which was constructed
and is owned by appellant, is rented to Bolt at a fair
mar ket rental.

Appel | ant operates in a high technol ogy environ-
ment where advanced technical know edge is essential to
maintaining its market position. Bolt, on the other hand,
I's engaged in the manufacture and di sttibution of stud
bolts and nuts, a relatively low technology field involv-
ing repetitive nanufacturin%_o erations. |ts operations
do not require the highly skilled personnel as do the
operations of appellant. As a result of the difference
in technology levels, the engineering and sales forces
of appellant and Bolt were totally separate. For the
same reason, research and devel opnment prograns were not
integrated. Neither conpanK shared plants, sites, ma-
chinery or equipnment. Purchasing, sales invoicing,
inventory control, and nost other functions were separate
and distinct within each conpany. A limted anmount of
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Bolt's accounting and data processing, such as,. payroll,
accounts' receivable, and accounts' pa¥able was per forned
by appellant. Bolt was charged a fee for this service

Appel lant had five directors and six officers.
Bolt had three directors and five officers. Two of appel-
lant's five directors were also directors of Bolt. Four
of appellant's six officers were also officers of Bolt.
Al t hough there were sone comon officers and directors,
there 1s no indication that a strong centralized nanagenent
or integrated executive force existed between appell ant
and Bolt. The record indicates that, wth the exception
of Francis A. Wse, Bolt's vice president and genera
manager, the overlapping officers served merely to satisfy
| egal requirements. Not only did they not become invol ved
in Bolt's day-to-day operations, but they also provided
only the required legal ratification of major policy de-
cistons. The executive forces were separate and distinct
due to the separate and distinct nature of the business
operations. Wth the exception of the comon officers
and directors, whose positions were titular only, the
conpanies did not have any common enpl oyees, and there
has never been an exchange of personnel

Al though M. Wse, the general manager of Bolt,
was al so a vice president of Bolt, he was neither an
officer nor a director of appellant. Wen Bolt was
formed, M. Wse agreed to |leave his forner enployer and
manage the new enterprise. Due to 'the diverse operating
environments, M. Wse had |ittle contact with apPeIIant's
managenment. In his capacity as general manager of Bolt
he was permtted a great deal of autonony wi th respect
to major policy decisions and was totally responsible
for Bolt's day-to-day operations.

In the respective appeal years appellant pur-
chased stud bolts and nuts from Bolt in the amounts of:
$166, 269; $163, 195; and $191,027. During the same period,
appellant'-s total annual purchases of materials averaged
$10,000,000. These sales represented approximately five

ercent of Bolt's total sales and were made at an arms

ength price. Although appellant's purchases from Bolt
represented approximately 50 percent of its stud bolt

and nut requirements, these itens did not conprise a sig-
nificant part of appellant's finished products. Appellant
al so purchased Iocall& the sane itens from Wstern Screw
Conpany, Texas Screw Products Conpany and Coast |ndustri al
Supply Cbnpan¥ in the Houston and Los Angel es areas, and
fr8n1several oreign sources to supply its foreign sub-
sidiaries.
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During the second and third years under appeal,
appel I ant made several loans to Bolt totalling approxi-
mat el y $400, 000. These | oans were nade at market interest
rates. At the time the |oans were nmade, Bolt's current
assets were valued at approximtely $12,000,000, while
its net worth approximted $1,500,000. By the end of
the final appeal year the entire amount of the |oans had
been paid off by Bolt.

Appel lant and Bolt al so shared the same insur-
ance carrier. However, there is no indication that the
i nsurance was central ly purchased, or that common experi -
ence ratings were used. Apparently, both conpanies
offered their enployees the sane retirement plans. The
use of the name "Daniel"™ was common to both conpani es.

When a taxpayer derives income from sources
both within and without California, it is required to
measure its California franchise tax liability by its
net incone derived fromor attributable to sources within
this state. (Rev. & Tax. Code, § 25101.) If the taxpayer
Is engaged in a unitary business with an affiliated cor- .
poration, the amount of incone attributable to California '
sources nust be determ ned by applying an apportionment
formula to the total incone derived fromthe conbi ned
unitary oPeratiQns of the affiliated conpanies. (See
Edi son California Stores, Inc. v. McColgan, 30 Cal. 2d
472 1183 P.2d 16] (1947),;, John Deere Plrow Co. v. Franchise
Tax Board, 38 Cal. 2d 214 (238 P.2d 569] (1951), app:
dism, 343 U.S. 939 [96 L. Ed. 13451 (1952).) If, how
ever, the business within this state is truly separate
and distinct fromthe business wthout the state sothat.
the seqregation of incone may be made clearly and accu-
rately; the separate accounting method may properly be
used. (Butler Bros. v. McColgan, 17 Cal. 2d 664, 667
[111 p.2d 334] (1941) affd., 315 U S. 501 [86 L. Ed.
9911 (1942).)

The California Suprene Court has determ ned
that a unitary business is definitely established by the
exi stence of: (1)- unity of ownership; (2) unity of oper-
ation as evidenced by centralized purchasing, advertising,
accounting and managenent divisions; and (3) unity of
use in a centralized executive force and general system
of operation. (Butler Bros. v. MCol gan, supra, 17 Cal.
2d at 678.) The court has also held that a business is
unitarv when the operation of the business within Cali-
fornia contributes tq or i s dependent upon the operation
of the business outside the state. (Edison California
Stores, Inc. v. MColgan, supra, 30 Cal. 2d at 481.)
These principles have been reaffirnmed in nore recent
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cases. (Superior Ol Co. v. Franchise Tax Board, 60 Cal
2d 406 {34 CGal. Rpfr. 545, 386 p.2d 337 (1963); Honolulu
Oil Corp. v. Franchise Tax Board, 60 Cal. 2d 417 (34 Cal.
Rptr. 552, 386 P.2d 40] (1963).)

The existence of a unitary business may be
established if either the three unities or the contribu-
tion or dependency test is satisfied. (Appeal of F. W
Wolworth Co., Cal. St. Bd. of Equal., July 31,1972.)
Impl1cit in either test, of course, is the requirenent
of quantitative substantiality. (Appeal of Beatrice
Foods Co., Cal. St. Bd. of Equal., Nov. 19, 1958; Appea
of public Finance Corp., Cal. St. Bd. of Equal., Dec. 29,
T9%8; See arso supertor Gl co v. Franchise Tax Board,
supra.) |In othér words, corporations are engaged In a
unitary business within the scope of either test if,
because of the unitary features, the earnings of the
group are materially different from what they would have

een if each corporation had operated w thout the benefit
of its unitary connections with the other corporations. )

Initially, appellant argues that it is not
engaged in a single trade or business with Bolt and,
therefore, is not unitary with Bolt. Wile adetermina-
tion whether an enterprise is engaged in a single trade
or business nust turn on the facts of each case, sone
gui dance is provided by respondent's regul ations which
state:

In general, the activities of the taxpayer
w Il be considered a single business if there
Is evidence to indicate that the divisions under
consideration are integrated with, dependent
upon or contribute to each other and the opera-
tions of -the taxpayer as a whole. The follow ng
factors are considered to be good indicia of a
single trade or business; and the presence 'of
any of these factors creates a strong presump-
tion'that the activities of the taxpayer con-
stitute a single trade or business:

(1) Same t%fe of business: A taxpayer is
general |y engaged in a single trade or business
when all of Its activities are in the sane
general line. ...

(2) Steps-in a vertical process: A
t axpayer is alnost always engaged in a single
trade or business when its various divisions
are enqaqed indifferent steps in a |large,
vertically structured enterprise. ...
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(3) Strong centralized nmanagenent: A
t axpayer which m ght otherw se be considered
as engaged in nore than one trade or business
Is properly considered as engaged in one trade
or business when there is a strong central
managenment,. coupled with the existence of
centralized departnments for such functions as
financing, advertising, research, and purchas-
ing. Thus, some congl onerates may properly
be consi dered as engaged in only one trade or
busi ness when the central executive officers
are involved in the day-to-day operations of
the various divisions and there are centralized
offices which performfor the divisions the
normal matters which a truly independent busi -
ness would performfor itself. ... (Cal.
Adm n. Code, tit. 18, reg. 25120, subd. (b)
(art. 2).)

Based on this record, we cannot conclude that
any of the three factors set forth in the regulation are
present, or that any other reason exists which would
require a conclusion that appellant and Bolt were engaged
in a single trade or business.

Appel lant and Bolt are not in the sane type of
busi ness.  Appel |l ant manufactures and sells devices to
measure and control the flow of oil and gas, a high tech-
nol ogy operation. Bolt manufactures and sells bolts and

nuts which require a relatively |ow technol ogy |evel

It is true that the general market for the products of
both conpanies is the petrochem cal industry. However,
appellant's market is international in scope while Bolt's
is relatively limted geographically. Although it coul d
be argued that both appellant and Bolt are in the business
of supplying the petrochem cal industry, in view of the
di sparate nature of the technology |evels and the end
roducts thenselves, such conclusion would be far too
road. Appellant manufactures and sells measurenment and
control devices while Bolt is in the separate business

of manufacturing and selling bolts and nuts.

It is also apparent that the two conpanies are
not involved in different steps in a large, vertically
integrated enterprise. \Wile appellant does purchase 50
percent of its bolt and nutrequirements from Bolt, these
Itenms are a relatively insignificant part of appellant's
finished products. Furthernore, the purchases represent
only five percent of Bolt's total sales, and |ess than
two percent of appellant's total purchases.
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The existence of a strong centralized nanagenent
I's not apparent from the record. he executive forces
of appellant and Bolt were separate and distinct due to
the diversity of the conpanies' operations. M. Wse,
Bolt's general.manager, was given a great deal of |atitude
not only with respect to day-to-day operations but also
with major policy decisions. Oher than the comon offi-
cers and directors, the conpanies have no common enpl oyees
and there has never been an exchange of executives. Fur-
thermore, centralization of both [ine and staff functions
are mninal .

Al though we have determ ned that aBpeIIant and
Bolt were engaged in nore than one trade or business our
inauirv does not end here; As we have recently restated

in the Appeal of Wnn G| Conpany, decided February 6,

1980, the nere fact corporations are engaged in diverse

| i nes' of business, standing alone, does not preclude-a
finding that such-businesses are unitary. However, in

sone instances involving diverse businesses, the factua
basis for a finding of unity may require a stronger
evidentiary showing than would be required in situations
involving an integrated business, since, in diversification
situations, the advantages to be gained by traditional
unitarv characteristics are |ess obvious and nore attenu-
ated than they are in the nore typical integrated unitary
busi ness. (See, e.g., Appeai-6r\Wnn G| Conpany, supra.)
O, stated in another wav, the biurden to rebut the presump-
tion of correctness attached to respondent's determ nation
borne by an appellant challenging the existence of a uni-
tary business in this setting may be |ess onerous.

We believe, however, that an application of
either of the two traditional tests |eads to the conclusion
that Bolt is not unitary with appellant and appellant's
other unitary subsidiaries.

It is not-disputed that unity of ownership is
resent since appellant owns all of Bolt's stock. Appel-
ant argues, however, that any contribution or dependency

that does exist is quantitatively insubstantial and that
the unities' of use and operation are not present in a
degree sufficient to justify a finding of unity. W

agr ee.

In arguing that contribution or dependency is
present in a degree sufficient to establish the existence
of a unitary business, respondent relies, primarily, on
integrated executive, forces. Respondent first asserts
that Bolt and appellant had identical officers and direc-
tors during the appeal years. As we have previously
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indicated, this is incorrect as a matter of fact. Wile
some of the officers and directors were the same they
were not identical. Furthernore, with the exception’ of
Bolt's vice president and general nanager, the 505|t|ons
of Bolt's other officers were titular only. ReSpondent
also fails to recognize that M. Wse, Bolt's vice presi-
dent and general nanager, was also an officer of Bolt
al though not an officer or director of appellant. M,
Wse, a seasoned executive, had little contact with
appel lant's nanagenent. He was given wide |atitude with
respect to both major policy decisions and day-to-day
operations. As we have indicated, due to the vastly
different technological requirements of the two organi-
zations, the executive forces were not significantly
integrated. Furthermore, the benefits of an exchange of
operational know how which is characteristic of integrated
executive forces may not be presumed where, as here, we
are dealing with two diverse enterprises. (Conpare Chase
Brass & Copper Co. v. Franchise Tax Board, 10 Cal. .
3d 496 187 Cal. tr. 239) app. dism and cert. den., 400
U S 961 (27 L. Ed. 2d 381] (1970).) VWil e appel | ant has
effecplve”y negat ed the .existence of either an integrated
executive force or strong centralized managenent, respon-
dent has failed to offer a single exanple which tends to
indicate their existence.

Next, respondent argues that the |nterconPany
| oans are evidence of contribution or dependency. It

is well established thqt the existence of interconpany
financing can be an indication of unity. However, we
can attach little significance to isolated short-term

| oans totalling less than four percent of the value .

of Bolt's current assets, Which were liquidated within
aﬁproxinately one year. This is neither the amount nor
the extent of interconpany financing relied on as a
unitary characteristic in the authorities cited by
respondent. (See Chase Brass & Copper Co. v. FEranchise
Tax Board, supra; Appeals of Browning NManufacturing CO.

Cal. St. Bd. of Equal ., Sept. 14, 1972.)

_ Al'though admtting that they were not substan-
tial, respondent points to the interconpany sales as
evidence of contribution or dependency. Traditionally,
significant interconpany sales have been considered a
unitary factor. However, in the instant appeal the
adm ttedly insubstantial sales constituted only five
percent of Bolt's total sales and constituted I'ess than
two percent of appellant's total purchases. Furthernore
t he fungible itens sold, nuts and "bolts, are not a sig-
nificant part of appellant's finished products and are
al so purchased from |ocal suppliers as required. Contrary

- 219 -

P 'I' 2



‘ Appeal of Daniel Industries, Inc.

to respondent's assertion, no plausible "guaranteed
source of supply" argument can be maintained here as was
made in Chase Brass, supra, where copper, an ore in short
suPpIy worl dw de, made up the bulk of the interconpany
sal es.

Respondent seeks further support for its posi-
tion fromthe followng factors: centralized accounting;
common insurance carrier: use of the name "Daniel";
availability of a comon retirement plan: and appellant's
ownership of Bolt's plant.

_ Wiile all these factors have been considered.
indicators of unity in appropriate circumstances, under
the facts of this particular appeal it is not apparent
that they resulted in any significant contribution or
dependence. Initially, we note that the so-called/cen-
tralized accounting is merely a small anount of data
processing -in a limted area. Simlarly, there is no
suggestion of any cost savings obtained by the use of a
common insurance carrier through common purchasing, com
‘ mon coverage or otherwise. Wth respect to the use of
the nane "Daniel", there is no evidence of any conmon
advertising orother pronotion of the trade nanme. Al-
t hough both companies tend to serve a sonewhat simlar
market, there is no indication that appellant's reputation
has any inpact on Bolt's conpetitive position in a totally —
unrelated field, or vice versa. There is some unitary
significance to the fact that appellant owns Bolt's plant
and that a common retirenent plan is available to the
enpl oyees of both conpanies. However, we do not find
-these factors sufficient, either singularly or in conbi-
nation with the other factors advanced by respondent, to
justify a determnation that a unitary business exists.

Many other factors relied on to establish the
exi stence of a unitary business in prior cases are not
present here. For exanple: Due to the two enterprises'
differing technol ogy |evels, engineering, research and
devel opnent, purchasing, sales forces and nost other |ine
and staff functions were separate and distinct within
each organization. There is no evidence of the exercise
of any operational control by appellant over Bolt through
standardi zed policies and procedures, budgeting, executive
exchanges, or otherw se. There was no exchange of person-
nel and no sharing of plants, sites, nmachinery or equipment.

. For the above reasons we conclude that the
~quantum Oof contribution and dependence existing between
appel l ant and Bolt is insubstantial.
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Wth respect to the three unities test, for
simlar reasons, we cannot conclude that either unity of
use or unity of operation is present in a degree suffi-
cient to justify a finding of unity.

In attenpting to establish the existence of
unity of use, which involves line functions, respondent
apparently relies on; integrated executive forces, inter-
conpany sales and |oans, and appellant's ownership of
Bolt's plant. As we have previously indicated, although
there is some overlap of officers and directors, there
is no integrated executive force in fact. Additionally,
the facts presented in this appeal indicate that the
i nterconpany sales and |oans are insubstantial. Finally,
we are able to attach little unitary significance to the
fact that Bolt rents a building owed by appellant.

It is asserted by respondent that unity of ~
operation, involving staff functions, is established by;
centralized accounting, the availability of a common
retirement plan, use of a common insurer, and a conmon
trade nane. Centralized accounting, as alleged, does

not exist. \Wat does exist is nmerely a small anount of
data processing performed for Bolt by appellant. The
mere availability of a conmon retirement "plan is of
little significance. The use of the same insurer is
also of little significance in the absence of conmon
purchasing, common coverage, or sone other indication

of cost savings. In the absence of common advertising
or other pronotion, the value attributable to the joint
usage of the name "Daniel" is conjectural. This is

especiaIIY true in this aPpeaI where appel | ant and Bol t
have totally different sales forces which serve entirely
different segments of the petrochem cal industry.

In this appeal, we cannot conclude that the
factors relied on by respondent, either singularly or in
conmbi nation, establish a sufficient degree of unity of
use and unity of operation to justify a finding that a
uni tary business exists.

- The determnation in this appeal that 'neither
the contribution or dependency test nor the three unities
test is satisfied is not intended to deni?rate t he impor-

tance Of any traditional unitary factors of substance.
However, 1in situations involving separate trades or busi-
nesses it is not sufficient nerely to recite traditional
unitary characteristics which, in the environnent of
diverse enterprises, are lacking in substance. W nust
always be mndful that at the heart of the determ nation
of the existence of a unitary business by the application
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of either of the two established tests is the question
‘whether, as a result of the unitary characteristics, the
income (or loss) of the conbined operations are materially
different fromwhat they woul d have been in the absence

of those unitary characteristics. In this appeal that
question nmust be answered in the negative.

Appel l ant also contends that the rental incone
received fromthe rental of the building to Bolt is non-
busi ness inconme specifically allocable to the situs of
the property in Texas. Respondent has offered no argunent
in opposition to this contention. Under the circunstances,
it is readily apparent that the rental income in question
constitutes nonbusiness incone. (Rev. & Tax. Code,

§ 25120, subd. (a) and (c).) Accordingly, it is _specifi.-
cally allocable to its situs in Texas., ~(Rev. & Tax. Code,
§§ 25123 and 25124.)

ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T I'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxati on
Code, that the action of the Franchise Tax Board on the
protest of Daniel Industries, Inc. against proposed
assessnments of additional franchise tax in the amounts
of $1,847.32, $2,113.16, and $4,435.84 for the incone
years ended Septenber 30, 1969, 1970, and 1971, respec-
tively, be and the sane is hereby reversed.

Done at Sacranento, California, this 30th day
of June , 1980, by the State Board of Equalization

, Chairman

/ /N
]y n B, . , Member
- ,;_.Jml. // , Menber
// | , Member
! , Member
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